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. Lo dbe contained n the reporis wiil be the subject of a later order, Lo de

issued after Company has discussed the proposed content of the reports with

the Operatians Review staff,

[OWA STATE CUMMERCE COMMISSION

CLL/ U&Qﬁ

Chairperson |
/Z_Z/ ':‘L/c—-‘“ 7 ]
ATTEST: Commissioner
o ’ _ . |
Clor (2 Smo— Q—\,—ﬂ% '
Exg[ur.ive Secretary Comnissioner |

Dated at Des Moines, lowa, this [O {j_\:day of November, 1983. |

St — =
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. BEFORE THE IOWA STATZ COMMERCE COMMISSION U ”
IN RE: é
TOWA PUBLIC SERVICE COMPANY é DOCKET NO. RPU-83-29

STIPULATION AND AGREIMENT
ARTICLE 1

Introduction

On August 16, 1983, lowa Puplic Service Company {"Cempany"} filed an z
application witn the lowa Stats Commerce Commission (“Commission”) for a ‘_
revision in its rates and charges for electric utility service. The
Commission, by order issued September 3, 1982, docketed the matter as

Docket RPU-83-29; instituted an investigaticn of the proposal and fixed a

. procedural schedule. By order issued Jctovoer o, 1983, Iowa Citizens for
Community Improvement ("CCI") and Terra Clnemicals International, Inc.

("Terra") were granted permissicn to intervene in the pboceeding. Y
Company was authorized to il and collect increased rates on an f

intarim basis commencing Octader 13, 1883, pending hearing and decision.
Hearing on Ccmpany's proposal commencad Qctaber 13, 1983 at which

Company, Terra and the 0ffice of Consumer Advocate ("0CA") were the only ]

parties to enter appearances and actively participate. '

ARTICLE 11

Pursose

This Stipulation and Agreement has been prepared and executad by

Company, Terra and CCA--collectively nersinafter the "Parties™ or i
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. “Signatories"--for the purpase of resclving the jurisdictional revenue

requirement at Dockest No. RPU-83-2G.

Joint Motion Ta Commission

Upon exscution of this Stipulation, the Signatories shall file the same
with the Commission together with a joint motion requesting that the
Commission issue an order approving this Stipulation in its entirety

without condition or modification.

n

ARTICLE TV

T

Condition Przcadent

Tnis Stipulation shail not become e¥feciive unless and untii the
Commission issues an order approving the same in its entirety without

. condition or modification,
ARTICLE Y | 1

Privilece Ard Limitation

This Stipulation sh$11 become biading uson thne Signatories upon its
execution, provided, however, that i{ this Stipulation does not become
effective in accordance with Articiz 1Y, above, it shall be null, void and
privileged. This Stipulation is intended to relate only to the specific |
matters referred to herein and nb Signatory waives any claim or right which
it may otherwise have with respect to any maiter not expressly provided for
harein, Except as expressiy provicec nerein at Articles VII, VIII, IX, X,

Qg X L
and X1, no Signatory shall be deemed to have approved, accepted, agreed or

—

G

consented to any ratemaking principle, any method of cost of service

determination, or any method of cost allocation underlying the provisions

® =
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of this Stipulation or be prejudiced or bound thereby in any future
proceeding before the Commission,

It is expressiy understood and agreed by the parties and the Commission
that approval of this Stipulation by the Commission under the terms of
Article IV nereof means that except for the in futuro ratemaking treatment
of excess generating capacity and Federal income taxes under the provisions
of Articles VII[ ana XI, the amortization of unbilled revenues, the sale of
0i) and non-recurring consultant fees and charges during the respective
amortization periods specified in Articles VII, IX ana X, and the common
stock equity return specified in Article VI, the Commission and the parties
cannot use anything contained in this Stipulation as a "principle" for
interim rate or any other purpese in future rate proceedings.

ARTICL

IRl ]

T

Jurisdictional Current Revenue Reguirement

A. Tne rate of return on common stock equity for the purposes of
determining revenue requirement shall o2 14,35 percent, The average cost
of capital for tne purposes of cetermining ravenue requirement shall be
10.827 percent, as computed in Appendix A attached to this Stipu]ation_and,
by this reference made a part hersagf,

B. The electric jurisdictional revenue requirement {except for the
prhvisions of Articles VIII ana XI of this Stipulation) for the purpose of

setting current rates to be used in making refunds, shall be $223,359,6485,

as computed in Appendix A attached to this Stipulation.
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Page 4

ARTICLE VII

Ratemaking Treatment 0Y Unbilled Revenues

[n 1982 the Commission approvea a Stipulation and authorized Company to
change the method of accounting for undilled revenues, The Company changed
its accounting method in 1981 and, in canformance with accounting
conventions, booked the unbillied revenues in the first quarter of 1982,

The amount of unbilled electric revenues booked by Company was $8,218,340.
The parties agree tnat for ratemaking purposes the $8,218,340 of unbilled
electric revenues shall be amortized “above-the-line" as credits to revenue
in computing the revenye ragquirement in Appendix A appended hereto over a
ten (10) year perioc; such amortization oeriod for ratemaking purposeé is
to commence when the current ratess determined under this Stipulation are
placed in effect, however, 7or dogk purooses only Company may commence

the amortization of unbilled revenues as of January 1, 1982.
Y
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Current juriscictional rates fo be used in making refunds shall be
calculated on the nasis of the adjustment for excess generating capacity és
contained in Appendix A appendec to this Stipulation and reflected in the
computation of revenue requirément in Appendix A appended to this
Stipulation.

In the event that the fommission or the highest court tnat rules on the

issue determines in any proceeding commenced before the Commission in 1883

that it is proper to fix ratzs on any of the following basis:
p b




' MidAmerican Exhibit 8.1
3 -k
g:;;eg No. RPLU-33-29 Page 372 of 654

(a) tne posizion of OCA tnat ratss fixed on a 1982 test year should
not contain or recognize cests (both investment and operating)
or revenues associated with touise Generating Station, or
(b) that the generating capacity reserve margin used to compute an
excess generating capacity adjustment is less than 25 percent, or
(c) that an excess capacity adjustment should be calculated on the
basis of the costs of specific generating units,
the parties agree to be bound theraby and Company agrees to make further
refunds, meaéured commencing October 12, 1983, in accordance with such
determination together with intersst at the rate, caicuiated under the

provisions of Section 23, House Fiiz 212, 70tn G. A, on QOctober 13, 1983,

il n

For purposes of making any adjusiment uncar subsection "¢, above, the
adjustment shail ne computed dy first 2xhausting Company's proportional
share of the lLouisa Generating Statian, then by exnausting Company's.
proportional share of the Cttumwa S2nerating Station, then by exhausting

Generating Station, Unit #4, then,

Company's proportional sharz of the Nezl
if required, by exhausting, successive.y, Company's proportional sﬁares of
the remaining units of the Neal Genesrating Staticn. At any point, if the
remainder of the excess capacity adjustment is less than Company's
proportional share in a generating station or a unit thereof, such
remainder shell be calculated using the average net investment in
generating stations or units ther297 which hava not been exhausted in
computing the adjustment,

In the event the uvtility position pravails before the highest court

which hears the issue, Company shall oe permittad to apoly the ruling of

the highest court on this issue in prospective rate cases only without
gJ b
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recoupment of resvenues for the period intervening until a ruling is
received from the highest court raviewing the matter.

It is expressly understood that tne parties do nct waive any of their
rights of participation in any judicial review proceeding involving the
issue of excess generating capacity by reason or under the terms and
provisions of this Articie.

ARTICLE X

Amortization Of Gain On Sale Of 011 Stocks

During the test period Company resalized a 3967,398 gain on sate of
part of its oil stock, The parties agree-that for ratemaking nurposes the
£967,398 gain shall pe amortizecd “adbove-the-iine" as credits to revenue
in computing the revenue requirement in Appendix A hereto over a three (2)
year period, such amartization period for ratemaking purposes is to com-
mence when the current rates determined under this Stipulation are placed
in effect, however, for book purposes only Company may commence the amor-
tization of the gain on sale of oi! stocks as of JanQary 1, 1982.

ARTICLE X

Amortization Of Consultants Fees

During the 1682 test year Company expended $125,396 as fees to
consultants for studies relating to requirements imposed by the Public
Utility Regulatory Policy Act. The parties agree that such expenditures
shall be amortized "abave-the-line" as expenses in computing the revenue
requirement in Appendix & hereto over a two {2) year period, such amor-

tization period to commence for ratemaking purposes when the current rates

determined under this Stipulation are placed in effect, however, for book
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the flew-through metnoc of accounting and flowed back more rapidly
than the remaining lives of the associated assets.

It is expressly uncerstood that the parties do not waive any of their
rights of particiuatioh in any judicial review proceeding involving the
issue of methoc far calculating ceferred Federal income taxes.

ARTICLE XII

Rates to recover the revenue requirement contained in this Stipulation
shall be designea by épp?yi&g ; uniTorm percentage of increase tg all
classes of customers.

The parties affirm that tne goatl of future electric rate proceedings
shall be to design rates, tc the maximum extent practical, to reasonably

reflect costs of providing elactiric s

L]

rvice to each customer class as
required by Jocket RMU-80-1 and Ruie 2803--20,10(2). To that end as part of
its next rate case proceeding Ccmpany agrees to prepare a cost to serve
study for rate design purposes, The Company will base such study on a test
period selected oy the Company for such rate case filing. As part of such
COsSt to serve stucdy Company sha’ll iikewise review the propriety of tne
gxisting categories of customer ciasses and shall recommend cisaggregation
or recombination of existing custaomer classes, if appropriate, to establish
classes based upon reasonably similar usage, load and cost characteristics,

No party waives any right to chailenge the valigity of any cost to serve

study so filed by the Company or to chailenge the validity of the test year

selected oy Company for the entire rate filing.
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ARTICLE XIII

Tariff Sheets And Refund Plan

A. Upon approval of tnis Stipulation, the Company will file, subject
to check by the Commission Sta®f and OCA and approval by the Commission, if
necessary, tariff sheets with the Commissicn refliecting rate levels
determined by this Stipulation,

B.A Within ninety (90) days following approval of this Stipulation,
the Company will commence refunds, including associated sales taxes and
gross receipts taxes when applicable and interest, due its customers in
accordance with the following provisions:

i. Refunds will be made to these customers who paic for their
electric service at the higner rates for the period beginning with
usage after October 13, 1983, until implementation of revised rates in
this docket.

2. Refunds will b2 the gifferance between the new tarif? rates

and those rates actually in effact cduring the refund period.
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3. Interest will be calculatad at
provisions of Section 22, House File 312, 70tnh G.A., as of October 13,
1683,

4, Sales tax and gross receipts tax will be included in refunds,
if applicable,

5. Customers presently receiving service will be refunded

with a credit on their next bill,
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. 4, For tnose custcomers eiiginle for a refund who are no longer
receiving alectric service, refund will be made by check mailed to the
last known address except for those customers that have an unpaid
account the refund will be credited to the account. No checks under
$1.00 will be issued unless requested by the customer,

7. Unrefunded amounts, which include amounts under $1.00 and
undeliverable checks, will be retained in a miscellaneous current and
accrued iiability account and such account balance shall be deducted in
computing rate base in future rate proceedings until such time as the

amounts sscheat in accordance with the laws of lowa.

TOWA PUBLIC SERVICE COMPANY

By
. 7. -
. Dated this 26 day of October, 1983,

TERRA CHEMICALS INTZRNATIONAL, INC.

fated tnis 2¢ day of October, 1823,

QFFICE OF CONSUMER ADVOCATE

By
Dated this 6™ day of October, 1983.
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STIPULATION

Long-term Dedt
Preferred Zquity
Common Equity

MidAmerican Exhibit 8.1

RATz OF RETURN

Amount Ratio

$333,487,178  52.704%
73,343,008 11,591
225,927,273  35.705

100 %

Page3770f654 Append.‘x uAu

Page 1 of 4
Weighted
Cost Cost
9.081% 4,78¢%
7.913 917
14,35 5.124
10.827%
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STIPULATION Page 2 of 4

REVEZNUE REQUIREMENT

Average Rate Base $563,257,132
Rate of Return 10.827%
Income Requirements 60,983,850
Less Actual Income 43,794,218
Income Deficiency 12,189,632
Income Tax @ 51.13% | 12,753,343
Revenue Deficiency 24,942,975
Less Capacity Adjustment | (6,912,498)

Adjusted Revenue Deficiency $ 18,030,477
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[OWA PUBLIC SERYICE COMPANY
Flectric Income Statement

Operating Revenues

Operating Expenses:

Oper & Maintenance
Depreciation and Amortization
Taxes Qther Than Income
Income Taxes

Federal - Current

State - Current

Deferred Taxes

Investment Tax Credit
Total Operating Expenses

Operating Income

(000)

$223,359,649

$ 98,364,661
24,933,782
13,423,952

11,077,133
5,113,590
7,550,551
5,290,268

$165,753,437

$ 57,605,712
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ISCC DOCKET NO., RPLU-83-29 Appendix "A"
STIPULATION Page 4 of 4

EXCESS CAPACITY ADJUSTMENT - CURRENT RATES

1983 Total Company System Peak 827 MW
fowa Jurisdictional Allecation X .953131
lowa Jurisaictional 1983 System Peak 788.2 MU
Multiplier x 1.25
MW lowa Capacity Requirement . 985.3 MW
MW Total System Available (Staff) 1287.3 MW
Less: MW Esterville and Maynard Plant - 34,0 MW
MW Total System Less Estervilie & Maynmard 1253.3 MW
lowa Jurisdictional allocation , b3 .953131
MW Iowa Only Less Esterville and Maynarg - 1,194.6 MW
MW Iowa Excess Capacity 209.3 MW
Divided by MW lowa Only Less EZstervilie
and Maynard 3 1,194,6 MW
Computer Factor ‘ .17521
lowa Jurisdictional Generating Plant Investment x$376,278,481 '
$ 65,927,753
. Weighted Cost of Common Zquity , X .05124
' 5 3,374,138
Tax @ 5:1.13% 3 3,534,360
Revanue Acjustment $ 6,912,498
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%

TATZ OF 1uWA

LA

[OWA STATE COMMERCE COMMISSION

I 1N RE: ;

I0WA PUBLIC SERVICE CUMPANY DOCKET NO. RPU-83-29

-

ORDER APPROVING STIPULATION AND AGREEMENT

(Issued Novemoer 1O 1983)

:Eé On August 16, 1983, iowa Pudlic Service Company (Company) filed tariffs
i%E identified as TF-83-425 ang TF-32-427, for g revision in its rates and
- charges for electric utiiity s2-vics. Tnese tariffs wer2 dolketed by
? Commission order of Septemner 2, 1983, On Uctohass®, 1983, lowa Citizens
| for Community Imprevement {CCi; anc Terra {hemicals Internalional, Inc, ;
|
. (Terra) were granted intervenor status in the proceeding. On Octoder 7, i
|

1983, the Commission authorized the Company to bill and c¢ollect increased
rates on an interim basis COmméncing Oczober 13, pending hedring and
decision. On October 17 the Office of Consumer Advocate (OCA) filed an

ﬁ application for rehearing concerning the interim rates. 0On QOctober 26,
Company, QCA, and Terra filed a proposed stipulation and agreement for the

approval of the Commission. The proposed stipulation and agreement will be

approved.

' A part of Company's evidence in this rate case was a cost-of-service

study. 1f the results of this study were applied to Company's rates,

E certain classes would be subject to a greater percentage lncrease than
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certain opther classes. Unger Articie 12 of tne stipulation, a uniform

increase will be applied to al! classes, and Company is to prepare another

cost-of-service study as part of its next rate case. The Commission

directs Company to fiie the zost-ci-service study on or before July |,

1384, with tariffs setiing out a rate structure based on the results of the

study, 1f that rate structura would be different than the rates then in

effect.

Company is directed to file guarterly reports, beginning Jandary'z,

1984, concerning the efficiency of Ccmpany's management. The information
to be containéd in the reports will be the subject of a later order, to be
issued after Company has discussed the matter with the Operations Review
D-iv']sion staff. -

Finally, the Comnission Tinds thel tae appiicetson for rehearing fiieg
on October 17, 1983, by OCA is rendered moot by the provisions of the
stipulation,

IT 1S THEREFORE ORDERED:

1. The proposed stipulation ang agreement fifed by Company, Terra and
OCA in Docket No. RPU-83-29 is approved.

2. Company 1is directed to file & current cost-of-service study on or
before July 1, 1984, along with tariffs supporting a rate structure based
on the results of that study, if such a rate structure would be dffferent
thén the rates then in effect. This proceeding will be docketed as a

matter separate from Docket No. RPU-83-29,

3. Company is directed to file quarterly reports beginning January 1,

1884, concernaing the managément efficiency of the Company. The information
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t0 be zontained in the reverts wili be the subject of a later order, to be
tssued after Company nas discussac¢ Lne proposed content of the reports with
the Operations Review staff.

[OWA STATE COMMERCE COMMISSION

Cla %Q

Chairperson

/A J,L

ATTEST - ) Commissioner

Exgﬁutive Secretary Commissioner i

Dateg at Des Moines, lowa, this fC) T~day of November, 1983.
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MIDWEST GAS

The Natural Gas Utility Division of -
Iowa Public Service Company

Docket No. RPU-30- [

Biract Testimaouy
of
Paul R. Moul, Senior Vice President
AUS Consultants - Utilicy Services Group
Concerning
Cost Rate of Common Equity

and
Overall Fair Rate of Return

Uality Services Group
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. 1 Intrcduction-and Summary of Findings
2 Q. Please state your name, occupation and business address.
3 A, My name is Paul R. Moul. My business address is 133 Gaither Drive,
4 Mount Laurel, New Jerssy, and my mailing address is P.Q. Box 630,
S Moorestown, NJ 08057. I am a Senior Vice President of AUS Consulrtancs -
6 Utility Services Group. AUS Conmsultants is an independent, naticnally
7 recognized consulting firm comprised of the Utilicy Set;vices Group, in-
8 cluding the Weber Fick and Wilson Division, Valuation Services Group,
9 Industry Analysis Group, Software Group, -ICR Survey Research Group and
10 C.A. Turmer Utilicy Reports. The Utility Services Group specializes in
11 fair rate of return studies, arranges for private placement of public
12 utility securities, and provides a wide range of public utilizy
13 ratemaking services, which include accounting, cash working capicail,
. 14 cost of service, tariff design, and depreciation. My educational back-
15 ground, business experience and qualifications are provided in Appendix
16 A, which follows my direct rescimony.

17 Q. What is the purpose of your testimony?

18 A, My testimony presents evidence, an analysis and a recommendation con-

19 cerning the appropriate cost rate of common equity and overall fair rarte
20 of return that the Iowa Utilities Boafd ("TUB" or the "Board") should
21 allow the "Midwest Gas" division (the "Company") of Iowa Public Service
22 Company ("IPS"). Additional evidence, in the form of appendices, fol-
23 lows my direct testimony. H.}; analysis and recommendation are supported
24 by the detailed financial data that is contained in Exhibit No. ____

25 which consists of fif;een (15) schedules.

Uulity Seraces Zroun
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. 1 Q. Based upon your analysis, what is your conclusion concerming the Compa-
2 ny's fair rate of return?

3 A, My conclusion is that zhe Company should be afforded an oppor:tunity to

4 earn an overall fair rate of return of 10.702% which includes a 13 683
3 cost rate of commen equity. The 10.702% overall fair race of return is
6 based upon the weightasd average cost of capital approach which provides
7 a means to apportion the Company’s return te each class of inveszors.
8 The calculation of the weighted average cost of capital requires the
9 selection of appropriate capital siructure ratl:ios and a determinétion of
10 the cost rate for each capital component. The determination of appro-
11 priate capital structure ratios and embedded senior capital cost races
12 are set forth in the testimony of Mr. Timothy Mussehl, a Company wit-
13 ness. 1 will incorporate his reccmmendations into my overall fair rate

. . 14 of return for Midwest Gas. The resulting overall fair rate of return is
15 the product of weighting the individual capital cost rates by the pro-
16 portion of each respective type of capital. The overall fair rate of
17 return, when applied to the Company's rate base, will provide a level of
18 return which will compensate investors for the use of their capital.

19 Q. How have you determined the common equity return component of the Compa-
20 ny's fair rate of return?

21 A. In arriving at my recommended 13.68% common equity cost rate, I have

22 employed two commonly used models: the Risk Premium approach, which
23 recognizes the greater risk of common equity over that of long-term
24 debt, and the Discounted Cash Flow analysis. Since there i{s no market
25 for the Company's common stock, my DCF analysis is based upon the

ity Services Group
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market-determined cost race for a ZJarometer Group of Six Gas Disctribu-
tion Companies (the "Gas Barometer Stoup") and alse a Barometer Group of
Eleven Combination Gas and Zlectric Companies (the "Combination Barcme-
ter Group™). It is my opinion that by comsidering the resulss of both
Barometer Groups, a conservative measure of the cost of equity for Mid-
west Gas is provided. My analysis of Midwest Energy Company ("MWE" or
the "Holding Company”), the parent company of IPS, indicates that the
MWE market data is unsuitable to measure the cost of equity for Midwest
Gas. As a consequénce, i: is @y opinion that the Gas Barometer Group
and Combination Baromerer Group provide the best basis to measure the
Company’s cost of equity.

1 tested my overall rate of return recommendation by reference o
fixed charge coverage in order to satisfy the capital attraction and
maintenance of credit standards of a fair race of recurn. It is impor-
tant that the Board provide the Company with an opportunicy to experi-
enice an adequate level of pre-:ax interest coverage so that the Compa-
ny's credicworthiness is not impaired and is commensurate with ics pub-

lic service obligatioen.

Rate Setting Princisles

What accepted regulatory principles govern the determination of a.fair
rate of return on common eﬁuicy?

Insofar as tariffed rates are concerned, the Board serves as a substi-
tute for competition and sets the price for service. In setting the
price, the Board must carefully weigh the public’s interest in reasona-

bly priced, but safe and reliable service. While the price wmust take

Uity Services Group
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. 1 DCF  , Financial Risk _ Required

2 Resul: Adjustment Cost Racte

3 Gas Barometer Group 12.8% + 0.5% - 13.1%

4 Combination

5 Baromerer Group 12.0% + 0.4% - 12 4%

6 It is important to reiterate that a financial risk adjustment must be

7 reflected in the equity cost rate for Midwest Gas becéuse to fail to do
8 so would seriously understate the Company's required return when using

9 the Gas Barometer Group and Combination Barometar Group as a proxy. As
10 @y conclusion using the DCF approach for the Barometer G;oups, I gave
11 equal weight to both cost rates, after a financial risk adjustment.
12 This provides a 12.75% (13.13 + 12.4% = 25,5% : 2) result for Midwest
13 Gas.

14 Appropriate Rate of Return on Equity

. 15 Q. You stated earlier that an equity return of 13.68% would be appropriate
16 based on your analysis of the Barcme:zer Groups. What is the basis of
17 your recommendation?

18 A. My recommendation is based on both the Risk Premium and DCF approaches.

19 Giving both the Risk Premium and DCF approaches equal weight, the indi-
20 cated cost of equicy for beoth Barometer Groups is 13.68% (l4.6% + 12.75%
21 = 27.35% ¢+ 2 = 13.675%, rounded to 13.68%).

22 I should note that my recommendation in this case does not include
23 an adjustment to account for flotation costs. Even in the situation
24 where a company will not issue common stock through a public offering
25 during the near-term, an adjustment should be coﬁsidered because a ﬁtil-
26 ity must be in a competitive capital attraction position at all times to

®

Utlity Services Grouo
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1 fulfill ics public service sbligation. To deny recognition of flotation
. 2 costs would be discriminatory when ather public utilicies _receive an
3 allowance in this regard. At this time, however, I have no: included a
4 specific flotation ces:t allowance in my cost of equity recommendacion
5 because the Board tradicionally does not incorporate this factor into
6 its rate of return findings unless a new commen stock sale is imminent.
7 When viewing my equity cost rate recommendation, it should be rec-
8 cgnized that I have made no specific provision for the prospect that the
9 rate of return may not be achieved due to unreflecred expense increases
19 and/or unforeseen events. It i{s py understanding that the Company has
11 adopted the 13.68% rate of return omn comﬁon equity in computing ics-cost
12 of service. 1In my opinion, a 13.68% rate of return on common equity is
13 reasonable for Midwest Gas, keeping in mind that the cost of capital
. 14 allowed by the Board in the Company’s rates merely represents an oppor-
15 tunity for the Company to achieve a particular level of earnings.
16 Recommended Overall Rate of Return

17 Q. What do you recommend the Board approve as the appropriate overall fair
18 rate of return for the Company?

19 A. Midwest Gas should be provided an opportunity to earm a 10.702% overall

20 fair rate of return applicable to the Company’s rate base. This rate of
21 return is shown on Schedule 15 and is based on the capital structure
22 ratios and the capital cost rates recommended by Mr. Mussehl.

23 Q. Have you sought to test the reasonableness of your overall rate of re-

24 turn recommendation?

Uity Services Group
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. 1 A, Coverage is a test which reveals the level of protection tha:z the uzili-
2 ty can supprly for its fixed obligations. Interest coverage is measured
3 on both a before- and after-income tax basis. Normally, before-income
4 tax interest coverage 1s usad for the purpose of a company’s indenture
5 earnings test, and overall coverage of interest charges and prefarred
6 dividends on an after-income tax basis is the measure emploved wich re-
7 gard to preferred scock.
3 The IPS indenture reszriccs the issuance of additional funded in-
9 debtedness unless income available for interest charges on a before-
10 income tax basis is at least Two times interest charges on debt present-
11 ly outstanding and deb: o be issued. The IPS charter restricts the
12 issuance of addizional preferred stock unless gross income afrer taxes
13 for the payment of interest is at least one and one-half times intsrest
. 14 charges and preferred stock dividends on outstanding preferred stock and
15 preferred stock to be issued. While the terms of the indencure and
16 éharter provide minimum levels of coverage that must be demonstraced
17 before new senior securities may be issued, those terms cannot be relied
18 upon as the level of coverage necessary to attract capital on a reasona-
19 ble basis in today's capital markets. Indeed, it should be noted that
20 these minimum requirements are merely for the protection of existing
21 senior capital security holders and are not intended to reflec:t an ap-
22 propriate capital atztraction standard.
23 Another importan:z factor that influences coverage, aside from the
24 creditor support provided by the return on equity, relates to the iﬁcome
25 tax provision reflected in the cost of service. After the passage of

38
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STATE OF IOWA - '
. DEPARTMENT OF COMMERCE . '
UTILITIES DIVISION '

IN RE:

DOCKET NO. RPU-90-6
MIDWEST GAS, A DIVISION CF ICWA :
PUBLIC SERVICE COMPANY

e Mt P N S et

ORDER GRANTING JOINT MOTION FOR APPROVAL OF SETTLEMENT AGREEMENT
(Issued January 14, 1991)

On August 15, 1990, Midwest Gas, a division of Iowa Public Service :
Company (Midwest Gas}, filed natural gas tariffs, identified as TF-80-277
and TF-80-278. In TF-380-277, Midwest Gas proposed a temperary increase
which would produce additional revenue of approximately $4,997,874. 1In TF-
90-278, Midwest Gas proposaed a permanent increase which would produce
. additional revenue of approximately $14,580,000, or 6.7 percent, over

current revenues. On September }4, 13950, the Utilities Board (Board}

issued an order qocketing the proposed increase as a formal proceeding and
granting intervention to Mid-Size Energy Group, Inc. (Mid-Size). On
September 26, 1990, the Board granted intervention to Northern Natural Gas
Company, a division of Enron {Northern), and on November 9, 1990, the Board
issued an order setting temporary rates. The Board granted intervention to
Natural Gas Pipeline Company of America (Natural)} on November 29, 1990. ;
On December 18, 1990, the Board granted a joint motion to suspend the
procedural schedule filed by all of the parties to the proceeding, Consumer
Advocate Division of the Department of Justice (Consumer Advocate), Midwast

Gas, Mid-Size, Northern, and Natural. On December 21, 1990, the parties

. filed a "Joint Motion for Approval of Settlement Agreement.” Th2 parties
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Docket No. RPU-30-8
Page 2
attached a document identified as "Settlement Agreement," which was signed
by all parties to the procseding. A copy of the settlement is attached and
incorporated by this reference. On January 9, 1981, the parties filed a
"Response tg Staff Memorandum.”

The Board has reviewed the settlement agreement, attached schedules,
and the clarification provided in "Response to Staff Memorandum" and will

grant the parties’ motion for approval of settlement. According to the

parties, all classes of customers, industrial energy users, and natural gas
pipeline suppliers have been actively representad. All the parties agree
the terms of the settlement are just and reasonable and consistent with 3
Ioﬁa Taw.

The settlement resolves all issues involving revenue requirement and
rate design and allows an increase for Iowa customers of $6,764,101, or 3.1
percent over test year revenues. In addition, the purchasad gas adjustment
clause applicable to customers served by Northern will be increased by
$516,058 to reflect the inclusion of costs associated with the liquefaction
of natural gas. The setilement is based on a 10.009 percent rate o?
return. In addition to the elements set out in Schedules A-C attached to
 the settlement agreement, the parties specifically agree to certain
elements of rate design in Schedule D. A class cost-of-service study
prepared by Midwest Gas witness Loos incorporates a class cost-of-service
study filed in the record of this proceeding which incorporates the changes
of the settlement agreement. The test period used to determine rates is

determined on the basis of an annual revenue requirement based on a test

year ending December 31, 1989. The rate base, net operating income used to
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Docket No. RPU-90-6 . !
Page 3 |
determine the test year revenue deficiency, the overall weighted cost of
capital used to calculate the znnual revenue requirement, the total annual
revenue reguirement, and totai company allocations are set forth in

Schedules A-C attached to the settlement agreement.

After reviewing the complete recaord in this proceeding, pursuant to |
IOWA ADMIN. CODE 199-7.2(11) (is9l}, the Board finds the terms of the
parties’ agreement to be reasonabie. There are no aspects of the
settTement agreement which are inconsistent with Iowa law or the rules of
the Board. In addition, the terms of the settlement agreement are in the
public interest. In light of the complete record in this proceeding, the
Board finds the settlement agresment to be reasonab1é and it will be
approved. Pursuant to IOWA ADMIN. CODE 199-7.2{11) (1991}, this

constitutes the Board’s final decision on the issues addressed in the

settlement.

CONCLUSIONS OF LAW
The Utilities Board has jurisdiction over the parties and subject

matter of this proceeding, pursuant to IOWA CODE 5§ 476.1 and 476.3 (198%).

FINDINGS OF FACT

1. The proposed settlement is reasonable in 1ight of the complete

record in this proceeding.

2. The proposed settlement is in the public interest.
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Docket No. RPU-90-5
Page 4

| E

ORDERING CLAUSES f

IT IS THEREFORE ORDERED:

1. The "Motion for Approval of Settlement Agreement," filed by the
Consumer Advocate Division of the Department of Justice, Midwest Gas, a E
division of Jowa Public Service Company, Mid-Size Energy Group, Inc.,

Northern Natural Gas Company, and Natural Gas Pipeline Company of America E
on December 21, 1990, is granted. |

2. On or before 45 days.from the date of this order, Midwest Gas, a
division of Iowa Public Service Company, shall file tariffs to implement
the terms of the "Settlement Agreement” filed by the parties on

December 21, 1990, and attached to this order.

3. Motions and objections not previously granted or sustained are

. denied or overruled.
UTILITIES BOARD

i, G Moyl

éw’ £ %M " WMCM%W?MM&% |

Executive Secretary, Assistant to

Dateq at Des Moines, lowa, this 14th day of January, 1991.
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RECEIVED
SECRETARY'S OFFICE
STATE OF ICWA ’
NEC 2 1icdn
DEFARTMENT CF COMMERCE e

UTILITIES DIVISION IOWA UTILITIES BOARD

IN RE: )
}  DOCKET NO. RPU-50-6

MIDWEST GAS, A DIVISION OF )
JOWA PUBLIC SERVICE COMPANY )

SETTLEMENT AGREELMENT

Introduction

On August 15, 1950 Midwest Gas ("Midwest Gas"), a division
of Iowa Public Service Company, filed with the Iowa State
Utilities Board ("Board") revised natural gas tariffs, identified
as TF-90-277 and 890-278, prcpecsed tc become effective Ssptember
14, 1990, which would increass Midwesi Gas's annual natural gas
operating revenues by about $14,600,000 on an Iowa jurisdictional
basis. The Office of Consumer Advocate ("OCA") entered its
appearance on September 4, 199C and filed an Objection to Interim
Rates on September 14, 1%90. The Mid-Size Energy Group, Inc.
requested to intervene in this proceeding on September 7, 1990
and was granted intervenor stétus on September 14, 1990C.

Northern Natural Gas Ccmpany and Naturzal Gas Pipeline Company cof
America requested to intervene on September 25, 1990 and November
2, 1990, respectively, and were granted intervenor status on

October 10, 19%0 and November 29, 1990, respectively. By order

issued September 14, 15%0, the Board docketed the case as a
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Schedule 6
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formal preoceeding, instituted an Investigation of the
reasonableness of the propcsed rate increase, and established a
procedural schedule. A consumer ccmment hearing was held in Des
Moines, Iowa.

Midwest Gas was authorized to collect increazsed rates on an
interim basis commencing November &%, 1930 and as modiﬁied on
‘December 6, 1990, pending hearing and decision.

I1f approved, this Agreement would allow an increase in rates
for Iowa customers of -36,764,101 or_3.1% cver bocked test vear
revenues. The purchased gas adjustment clause applicable to
customers served by Northern Naturzl Gas ?ipeline Company would
be increased by $516,058 annually to reflect the inclusion of
costs associated with the liguefaction of natural gas which have
historically been recovered as part of Midwest Gas's non-gas
rates.

ARTICLE 1II
Purpcse

This Agreement has been pfepa:ed and executed by the
signatories for the sole purpose of resolving specific issues in
Docket No. RPU-80-6, and is applicable to final rates in that
proceeding only. 1In consideration of the mutual agreement
hereinafter set forth, the signatories hereby agree as follows.

ARTICLE III

Joint Mction

Upon execution of this Agreement, the signatories shall file

this Agreement with the Board together with a joint motion

2



MidAmerican Exhibit 8.1
Page 400 of 654

reqguesting that the Boazd issue an order approving this Agreement
in its ent . rety without condition cor modification.

ARTICLEZ IV

tu

Conditiaon Precedent

This Agreement shall not beccme effective unless and until
the Board enters an order approving this Agreement in its
" entirety without condition cr mocification.
ARTICLE V

Privilscoe and Limitation

This Agreement is made pursuant to Iowa Code §17A.10 (1888),
199 I.A.C.7.7(4) and 193 I.A.C.le(ll), and shall become binding
upon the signatories upcn its execution, provided, however, that
if this Agreement does not become efigective in accordance with
Article IV, above, it shall be null, void and privileged. This
Agreement is intended to relate cnly to the specific matters
referred to herein; no signatery waives any clzim or right which
it may otherwise have with respect to ény matter not expressly
preovided for herein; no signatory shall be deemed to have
approﬁed, accepted, agreed or consented to any ratemaking
principle, any method of cost ¢f service determination, or any
method of cost allocation underlying the provisions eof this
Agreement (or the Schedules attached hereto) or be prejudiced or
bound thereby in any other current or future proceeding before

the Board. No signatory shall directly or indirectly refer as

precedent to this Agreement or that part of any order of the
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Board referring to this Acgrezement In any other current or future
Company rate proceeding befcre the 3card.

- -

.
ARTICZCLE VI

"

Test Feriod

The justness and reascnableness of rates in this case shall
be determined on the basis ¢f an annual revenue requirement
determined on the bas’is ¢f a test vyear ending December 31, 1989,
utilizing actual test year cperating results which shall not be
adjusted, annualized, or nocrmalized except as hersinafter
pfovided.

ARTICLE VII

Costs of Providing Utilityvy Service

The rate base to be used to determine the annual revenue
requirement, the net operating income to be used in determining
the test year revenue deficiency, the allowable overall weighted
cost of capital used to caliculate the annual revenue requirement,
the total annual revenue reguirement and total company Iowa and
non-jurisdictional allocations are as set forth on Schedules A
through C appended to this Agreement.

ART

[ 5]

CLE VI

-

I

Rate Design

The signatories agree upon the design of rates and tariffs

for Iowa jurisdictional customers &s specified on Schedule D tc

this Agreement.
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ARTICLE IX

Reserved fcr Future Litigation

The Parties explicitly resec-ve for future litigaticn the
questicns of:
a. The method by which Midwest Gas will recover any
unrecovered manufactured gas plant cleanup costs; and
b. The reasonableness of allowing Midwest Gas a return on
and return of its investment in an acguisition adjustment.
ARTICLE X

Timeliness of Approval

In entering intc this settlement, the signatories have
contemplated that this agreement would be epproved by the Board
as expeditiously as reasonably pcssible so that tariffs
incorporating its terms could be implemented as early as

possible,

Respectfully submitted,

MIDWEST GAS, a division of OFfICE OF CONSUMER ADVOCATE
IOWA PUBLIC SERVICE COMPANY

M@eﬂm’” Ueais K UWsditrs

Suzan M. Stewart Alexis K. Wodtke

Senl%; Attorney Attorney

401 Douglas St. | Lucas State Office Building
P.O. Box 778 Des Moines, IA 50319

Sioux City, Iowa 51102 . Telephone: (515) 281-5984
DATED this‘giy\day of DATED this lgjrﬁay of
December, 1990 December, 1990
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. MID-SIZE ZINZRGY GROUZ, INC. NCRTHZIRN NATURAL CGAS CONMPANY
Michael R, Mzvy, %;;b‘:ney Eteven J. Xean, Senicr Counsel
Suite 935 - ™o Ryan Center  Northern Natural Gas Company
601 Locust Streef 2223 Dodge Street
Des Moines, Icwa 50308 Cmaha, Nebraska 68102
Telephone: (513) 245-3737 Telephone: {402) 6§33-4128
DATED this,2L7 day of DATED this day of
December, 1330 Decexber, 1890

NATURAL GAS PIPELINE COMPANY
OF AMERICA

Crldw (\r\&ﬁﬂi

Paul W. Mallory .
Natural Gas Pipeline Ccopany
701 East 22nd Street
Lombard, Illincis 60148

. Telephone: (708) €81-2760

DATED this f&”ﬁay of
December, 185C
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WID-SIZE INERGY GRCOUP, INC.

MidAmerican Exhibit 8.1

¥

‘NORTEERN NATURAL GAS .CDEEP.ANY )

S

Michael R. May, Atioroey
Spite 835 - ‘Twe Ruan Center
€01 Locust Street

Des Moines, Iowa 50305

Telephones: (518) 245-3757
DATED this dagy of

Decexmber, 1530

‘ “alaphcne-

tevan J. Senicr Counsel
Neozthern hatu:al Gas Company
2223 Dodge Straet
Czaha, Febraska 68102
(402) 633-4128

DATED this 2/ day of
December, 1950 .

NATURAL GAS PIPELINE COMPANY

OF AMERICA

Paul W. Mallory

Natural Gas. Pipeline Compeny of America

701 East 22nd Street
tozbard, Iliinois 60148
malephone: (708) 631-2760

day o=
1950

| DATED this
December,
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MIDWEST GAS
DOCKZT NC. RPU-90-6
TZST YZAR EZNDING 12/31/8S
REVENUE REQUIREMEXNT

DESCRIPTICHN

RATE BASE

RATE OF RETURN

REQUIRED RETURN

LESS: ADJUSTZD OPERATING INCOME

NET CPERATING INCOMI DETICIINCGY
FEDERAL IXNCOME TAXES

STATE IXCOME TaXES

REVENUE DEFICIENCY
NON-JURISDICTICONAL REVENUCE DETICIENCY

JURISDICTIONAL REVENUEZ DETICIENCY

MidAmerican Exhibit 8.1
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SCHEDULE A
FINAL RATES

(1)

AMOUNT

§198,170,561

10.009%

2,790,567

938,128
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K Bis Exhibit___(L¥L-3)
ir - Enged Jeceader 3f, 1989 Table !
fe Jer Proposed Rates Pige ! of |}
12-Bec-90
03:37 PX
hdjusted
Line Acct. Total Non-juris- Pasis of Allocation
fo. Ko, Jescription Conpany Toxa dictional or Reference
5 $ $

! Return Under Proposed Rates

2 Return Under Existing Rales 14,417,485 11,818,780 2,598,004 L # T2
3 Rate Basa 198,170,381 158,149,871 40,020,890 L3174
) Froposed Rate of Return 10,0071 16,0091 10,0091
H Return Under Proposed Rates 19,834,8%] 15,829,200 C4005,891 L3I L4
b Incresents! Return 5,417,423 4,010,435 1,408,387 L 5-12
7 incresents] Incose Taxes
B State
Effective Tax Rate 10,171
Intresental Taxes 339,129 487,209 250,220 LSYILF/Q1~L9-112)
- Fegeral -
Effective Tax Rate 30,82
13 incresental Taxes 2,790,367 2,085,735 FIBI0 LeTILIZ/(1-LF-LI
14 Propesec Ravenue Increase 9,044,120 4,744,102 7,332,018 L e+ L 10+ L I3
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®
MIDWEST G2S
DOCKIT ¥O. RPL-90-§ SCHEDULE B
TEST YEAR EXDING 12/31/89 FINAL RATES
RATE BiSE
LINE @)
¥0. ITEY | AMOUXT
1 UTILITY PLAYT IV sERvICE 543,313,997
2 LESS: ACCUM. DEPR. / §120,045, 964
1 XET UTILITY PLaNT s223,258,051
LESS:
3 DETERRED INCOME TAXES §25,583,670
5 ITC 3% $231,693
. 6 CUSTCMER ADVANCES $1,923,445
7 CUSTOMER DEPGSITS §1,423,472
8 UNCOLLECTIBLE ACCOUNTS §1,050, 461
5 INJURIES & DAMAGES ' $382,690
10 MISC. OPERATING PROVISIONS §152, 404
11 TOTAL DEDUCTIONS |  $30.757,835
PLUS: WORKING CAPITAL
12 CASH WORKING CAPITAL (55,094, 79%)
13 MATERTALS & SUPPLIZS §2,827,768
14 PREPAYMENTS | $2,645,374
15 FUEL STOCKS . ' §5,282,020
16 TOTAL WORKING CAPITAL 85,650,363

. 17 TOTAL RATE BASE ' $198,170,5561




o

10

i1

12

13

14

15

16
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MIDWEST GAS

DOCKET NO. RPU-90-5
TEST YEAR EZXNDIXG 12/31/8%
INCOME STATEMENT

. o Y —— o ———

XNG PURCEASED GASs

ANR PURCHASID GAS

NGPL PURCHASED GAS

VIKING PURCHASED GAS

OTHZR PURCHASED GAS

UNION LABOR

OFFICE LABOR

OTHZR O & 4

DEPRECIATIOX

OTHEER TAXZS

FEDERAL INCOMI TAXES

STATE INCOME TAXES

DEFERRED INCOME TAXES

INVESTMENT TAX CREDIT
TOTAL EXPENSES

OPERATING INCOME
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SCHEDULE C
FINAL RATES

TOTAL COMPANY
AMOUNT
{A)

5286,865,748

5177,673, 346
$2,705,609.
§11,189,869

§742,912

812,750,070
$14,816,507
522.048,948
$i0,254.999
£10,780,231
$4,622,312
51,709,427
{§1,538,961)
{§724,412).

$267,020,857

£1%,834,891
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Rate Design SCHEDULE D

1. Midwest Gas agrees 10 withdraw i1ts regquest for approval of
the Optional Electric Generation Service tariff, the Flexible
Transportation rate ta*f“ and the Icwa Environmental Protection

- dn
Tariif and will not implement these tariffs at this time.

|
J

(WP

t

2. Midwest Gas agrees to withdraw the Transmission Access
surcharge for transportation custcmers proposed at 5¢ per MMTBtu.
The costs of the Natural Gas Pipeline interconnection will be
allccated to all transportaticn anc svstem supply customers in
the same manner that cther distrilution costs are allocated in
the class cost of service study preraced by L. W. Loos and filed
in this proceesding.

3. There will be no ccnsolidaticn ¢ purchased gas adjustment
clauses of the separate naturzl gas tipeline suppllers serving
Midwest Gas.

4. The per meter services charge Icr customers receiving service
under the Small Volume Firm Rate {8rl) shall bs %8.75 per month.
The remainder of the customer c2sts shall be recovered in the per

therm charge over the first 250 therms of monthly usage.
5. The commodity charge per <herm for large volume interruptible
gas service shall be 14.83¢ per MMBtu.

6. .The monthly customer c

n azpllicable to FTS and ITS
Transpertation Service is 3

arge

250 per month per delivery peoint.

7. The commedity charge applicable iz gas transported under the
FTS and ITS Transportation Service Tarifis shall be 15.%3¢ per
MMBtu with a credit of $0.01 per ¥ME2tu if the customer declines
System Supply Standby Service.

8. Midwest Gas's proposal to remcve costs associated with the
liquefaction of natural gas from the revenue reguirement and
include them in the applicable purchased gas adjustment clause
shall be implemented.

9. 1In all respects not set forth herein, with the exception of
the allocaticn of manufactursd cgas plant cleanup costis, the
stipulated revenue requiremant shall be allocated by jurisdiction
and customer class in accordance with the class cost of service
study presented by Midwest Gas witness L. W. Loos and the tariff
provisions shall be implemented as proposed by Midwest Gas.
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DOCKET NOS. RPU-80-19 and RPU-80-29




E_
g STATE OF IoWA
L4
!
; . IOWA STATE COMMERCE COMMISSION
i )
B )
P )
LYLLINOIS GAS AND ELECTRIC COMPANY) DOCKET NCS, RPU-30-19
: ) AND RPU-80-29
)
¥ DECISION AND ORDER
i {Issued November & , 1381)
|
of
; Aol
ARANCZS:
F
EZDWAR:D J. MARTMAN, General Counsal, Iowa-Illinois Gas and Electric Company,
t 206 Zas:t 2nd Street, Dgvenport, Iowa 52808, sppearing on behalf of
% lowa-Illineis Gas and Elactric Company. :
E‘LEO J. STEFFEN and DIANE L. MCINTIRE, O0ffize of Commerce Counsel, Lucas
\ Stare O(fice Building, Des Moines, Towa 50319, appearing on teohalf
; of the Staff of the lowa Stars Commerce Cemmission,
]
LALLLIAM F. SUEPPEL, Attorney, Meardon, Seeppel, Downer & Hayes, 122 South
¥ Linn Street, lowa Zi:iy, lowa 52240, appearing on behalf of the League
g

of Iowa Municipalities.

—————

RICHARD M. REIMAN, President, Metfrocpolitan Housing Associatien, Ttd.,
2505 Brooleland Drive, N.E., Cedar Raplds, Towa 52402, appearing on
bechalf of Metropolirtan Housing Association, Lid,

1. PROCEDURAL HISTORY
.on May 1, 198G, Iowa-Illinoils Gas and Electric Company {Company) filed
;the Commission a proposed gas rata increase, identiffed as TF-80-184 anmd

lling approximately $7,40C,000 or 5,2 perczen:z, effective June 1, 1980.

proposed rates werw suspended on May 30, 1980, by a Commission order whicn

instituted a formal {nvestigation, pursuant 2o Secticn 476,8, The Code 1979,

MidAmerican Exhibit 8.1
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Docket Neos, RPU~30-L9 t . MidAmerican Exhibit 2.1
and RPU-8(0-29 ' . Page 412 of 554
" Page 28

L 4

VII. RATE OF RETURN

A. Capital structure,

! Befors examining arguments as to a falr rate of return on equity, we
Qmust resolve the issue of whether end-of-period ¢r avarage capitalizatien
Jshould be urilized to determine revelue rzquirsments. Company asks the Commission
to utilize end-of-pariod capitalization which it believes will give a move
"accurate picture-of eurrent cests of capital, May 31, 1980 capitalizhtion
'costs are known and measurable, and are higher than costs established by Staff
‘using average capitalization: _embedded long-term interest rates were 7.62
_percent at May 31, as ccmpared to the average (7.46 percent) during the twelve
mouths ending May 31; the embedded rare for both preferred (5.98 percent) and
preference (10,58 percent) stock was, on May 31, 9,60 percent, as comparad to
the average rate of preferred stock (5.04 percent) during the twelve moaths
endiag May 31, The Commissicn should recognize, Company arguss, that fhesc
costs are rising as new 1ssucs are made at higher rates: prefarsnce shazes
with a dividend rate of 10~1/4 perzent were issued in February of 1981; First
Mortgape Bonds were issued at an intarvest rate of 13-3/4 percent in Marah of
1981. Use of year-old ambedded capital costs would constitute "unconsclonable

regulatory lag,”

and, Company argues, those cosis are not reprasantative of
capicalization during the pericd when the proposad rates will be colleetad, and
would require Company to ratutra te the Commission much sooner for additional
rate relief,

Staff respoands that use of end-of-period capitalizaticn would invelve
ypeculatlive adjustments and would conirasvene the Commission's traditional

praccice of matching income to be generated by the proposed rates with the

investmedt producing- the iaceme. Use of end-of-period capitalization is also
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"not in accord with businass world reality," Staff says, sine= investors are

faccus:omed to teceiring carnings repolts based on averages and would be misled

;by data which, based on end-cf-perioed capitalization, woeuld understate the

;Erelaticu of income to capital invested,
‘ We have not been prescnted with any justification for a departure from
‘traditional ratemaking principles. Company has provided us with evidence that
some capital costs have risen and then rests 1rs case, We have adopted use of
an average capital structure Iin recognition of the multitude of factors, including
Echanging economic conditiouns, which may affeet a utilicy cempany's ability to
aarn a fair rate of return. Any change in traditional ratemaking principles
'should bc approached carefully and with full consideration of the effect on
ratcpayers and investors that such a change would producs, Compar;y has failed
. ) ‘to supply us with an adequate record on which a change to end-of-period capitali-
'zation could be fustified,

We will therefors utilize the average capital structurs proposed by Stafé,
with preferred and prefarence stock represeanting 15.5 percent of the tatal
capltal structure, lpng-cerm debt representing 47.4 percentlcf the total
capital structur? and common equity representing 37.! percenf of the total
capital sctructurc,

B. Return on common aquiry,

Company offered the testimony of two witnesses ian support of its request
that return on common equity be established between 19 perceat and 16.8 percent.
Donald H. Shaw, Vice President~Finance, explained Company's need to naintain a
flexible capital structure and to generate sufficient revenue to meet ir_xflal:inn

and finance constructlon. Mr. Shaw stated Cempany has morez planned conmstruction

Pome R e e e s e et f s h s ) e el b e o e S b PR P T
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" than other utility cempaniss, Mr. Shaw alsc noted investors are becoming less
*willing to buy utility stock and investor confidence must be restored to
i‘-pr:(:tc:t.r:e necded plant financing.

i Certaln coverage ratios are preconditiens to issuance of bonds, debentures

and preferred shares, Mr. Shaw testified, and Company must maintain a minimum
after-tax coverage ratio of at least 2,75 (which he said required a 16 percent
rate of return on common equity) to rctain the flexibility in the choice of

financing and to maintain confidence In Company's securities, By adjusting

E:bn:n::k value of common equity for inf.ation occurring since 194! and applying to

| that ealculation a rate of retuzn derived from a pure interest factor and
investment risk, with no inflationary allowanca, Mr. Shaw arvived at a fair

. rate of return of 16 percent, This 1% percent figure is not inconslistent with

" the rate detemmined by his application of discounted cash flcg (DCF) methodology

.(16.2 pereant),

Staff points out that Mr., Shaw's minimum after-tax coverage ratic of 2.75
to 3 exceeds an} of Company's_indentu:e requirements and argues that {: has no
relevance in determining the cost 9f cocmmon equity. The derivation of a rate

"of return designed to compensate investors for past inflation is similarly
mistaken, Staff érgues, and has been rejected by the Commission; investors
would be compensated twice for imflaticn, since the cost of equity reflects
investors' expecrions concerning i{nfilatien. Finally, Staff argues that Mr.
Shaw's OCF calculations ars mechodologically invalid and comtain arbitzarily
gelected numbers. Staff's modifications of errors it secs in Mr. Shaw's
caleulations precduce a retwurn on equity of l4,7 percent.

Company's other witness, Dr, Robert M, Soldofsky, Preofessor of Finanee at

the Universicy aof lowa, alse of ferad tastimony as to fair rate of reoturn on
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Company's equity. DUr, Soldofsky intreduced varlations on the discountad cash

~flow (DCTY) model, which measur=s :the rate of return necessary to maintaian amnd

3

jattract equity capitral, The model is expressed as:

) Re = D dividends ner share
:: P+ z: price per share expected growth rate in dividends

Dr, Soldofsky criticized the OCF model for failing to take risk into

account and for producing an unrealistically low rate of raturn, DCF, he
fsaid, assumes that dividead growth per share, e#rnings per sharc, market price
:'and bagk value per share grow at the same rvate, and that baaic value ;and market

[

“price are idenzical "Irom everlasting to everlasting,”" The rate of retura

"

projected by use of the DCF model (13,8% 10 15,1%) is so low as to be “abhorrent

to investors." He offsred several altarnative mcthods of calculation of the
rate of return for comparison and 0 {llusirate his argument that reliance

. ’ : should not be placed on a single meszhedology,

Staff argues that none of these adiustments to the DCF model need to be

‘made. Dr., Soldofsky's assertica that the NCF model assumes a riskless state
is incorrect. The investors serting the market price evaluate the risks aad
expected returas inhcrent in 2 security purchase., The astimated growth rate
takes into account the possibility of variable dividends, and, so long.as it
is accuratoly estimated, takes infc account varylag growth ?ates. Errors are
reduced by the use of constant costs of capital and a constant growth rate,
In short, the OCF model accura:cely portrays investor expectations through the
examination of historical informmation and predicts a rate of return requirement
to maintain financial integrity, arttract capital and compensats investors for

the risks assumed.

Dr..Soldofsky's adjus:ments to ths DCF model are discussed below along

. with Staff's comments on thosa adjustments,
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i. Limited hotfzon discauntad cash flow.

-

Dr. Soldofsky characterized the zrowth rate as the product of the parcentage

. of earnings reinvested in tne business and the expected return on that investment.

In 1979, the growth rate was 4,2 percent (31 percent retained earnings multiplied

~by 13.5 percent eavnings on net worth}, which is in accord with Value Line's

" estimate of Company's growth rats {5=% percent), Rather than applying the

~tradi:tional DCF model, Dr, Soldofsky adopted a six=-year horizon te project

!

utility dividends and determined tha: the rate of return on comman stock must
be botween 15,34 percent aund 18.91 percent to maintain Company's capital
integrity.

Staff argues zhis approach does not correct Dr. Seldofsky's perceived
shertecomings in the DCF model. Dr. Soldefsky introduces no supporﬁ for his

claim that a six-year herizon gives an accurate dividend projection and the

.rates of return he projects as reasonable are based on several assumptions:

assumed dividends, assumed initial price and assumed future price., The

me thodolagy fails to take inzo account the interrelationship between antiedipated

.dividends and sales pricc and confuses long and short-term growth potential.

Calculation of the growth rate also fails to take into account the plowback

ratio (in Company's case, averaging 3.5 percent) and is based on incorrect values
for the 1979 return, and the retantion rate; with these corractions, Company's
grewth rate, by Dr. Soldofsky's formula, {s batween 2.8 perceat to 4 porcent.

2, Standard DCF plus allovance for change in the P/E ratio.

Dr. Soldofsky stated the element of risk could be adided to the standacd
LCF caleulation by examining Value Line's dividend yields, dividend grewth

rates and range of anticipated change in the price/earnings ratios of the 30






